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This study explores the impact of improving individuals’ skills on labor market 
outcomes in Korea, analyzing how much skills could contribute to employment and wages. 
The major motivation behind the study is to explain the situation where the employment 
rate of the high-skilled group is not higher compared to the low-skilled group in Korea, 
which contrasts with other OECD member countries. Focusing on the demand-side factors, 
we propose the possibility that Korea could be in a state of low-skill equilibrium.
In particular, skill depreciation of incumbent workers is considered as a major pathway 
towards low-skill equilibrium. While Korea is found to show the highest skill depreciation 
rate among OECD countries, our simulation results show that if the skill depreciation rates 
of Korean workers are reduced to the average level of OECD countries, the peculiar 
situation of Korean labor market will disappear. Moreover, it provides possible reasons for 
the low-skill equilibrium observed in Korean labor market through institutional analysis at 
the firm-level and macro level. Based on the empirical findings, it proposes policy 
recommendations for guiding the Korean labor market towards high-skill equilibrium.
Analyzing by demographic groups, it is found that high cognitive skills lead to lower 
employment rates among the youth whose highest levels of educational attainment is a 
high school diploma or lower. In fact, many of those high-skilled youth are found to be in 
education rather than employment. High skills are not associated with high employment in 
other groups as well, even after taking into account the effects of schooling, suggesting 
that this is a challenge that applies to the whole labor market in Korea.
We have focused on demand-side factors, such as low skills demand and utilization of 
firms, rather than supply-side factors, as the main cause of such a labor market problem in 
Korea. Comparing various indicators from PIAAC data, we find that Korea’s skills demand 
is among the lowest in the OECD countries and we also find positive correlation between 
skills demand and employment rate of the high-skilled at national level. Empirical analyses 
show that level of education improves the employment probability and wages significantly, 
whereas the effects of skills are not statistically significant, which is different from other 
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OECD countries.
We have confirmed the possibility that Korea could be in a state of low-skill 
equilibrium. It is found that job seekers’ skills adapt to the low skills demand of firms 
which leads to the low-skill equilibrium in Korea. This is because the workforce is 
restructured to meet the skills demand of firms in the recruitment process or when they 
change jobs. Skill depreciation process of incumbent workers is another path that 
converges to low-skill equilibrium. Assuming the low skills demand, we have found that it 
is the converging movement of skills supply toward equilibrium to adapt to the demand 
that gives rise to the situation where the employment rate is not affected by skills level.
We have paid special attention to skill depreciation of incumbent workers as an 
important pathway towards low-skill equilibrium, as it allows us to explain underutilization 
of skills and low-skill equilibrium comprehensively. Worker’s level of education does not 
vary much over time, but skill level could change more easily. Although someone was 
high-skilled at the time of recruitment, he/she could later become low-skilled through 
underutilization of skills at workplace. Our empirical analysis shows that Korea shows the 
highest skill depreciation rate among OECD countries.
Our simulation results show that if the skill depreciation rates of Korean workers are 
reduced to the average level of OECD countries, the peculiar situation of Korean labor 
market, where high skilled workers’ employment rates are lower, will no longer exist. 
Such situation reflects not only the case where high-skilled individuals cannot enter the 
labor market in the recruitment process, but also the fast skill depreciation of incumbent 
workers in Korea.
Furthermore, we attempted to provide answers to how Korean firms became to have 
management practices that require low skills through conducting an institutional analysis at 
the firm-level. These include hierarchical corporate culture, the leadership that recognizes 
efforts for skill accumulation as cost rather than investment, recruitment process that 
emphasizes interpersonal relations rather than skills, lack of training and HRD, 
remuneration which is not related to skill enhancement. We have found that work process 
and sharing of information take place in a way that facilitates skill depreciation rather than 
accumulation. In particular, hierarchical culture and leadership separates the decision-maker 
and executor which is the main cause of the low-skill management practices that are easily 
found in Korean firms.
Also, we tried to explain how Korean labor market has become to have such a low-skill 
system through institutional analysis at the macro level. Education system that functions as 
a screening system only, rather than for accumulating cognitive skills and low quality 
vocational training system are found to be the major causes of the problem. The policy 
reform that shifted the responsibility for skills development from firms to the government 
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was a historical turning point for directing towards low skills demand and low-skill 
equilibrium. Labor-management relationships that underestimate the importance of skills, 
seniority-based pay structure rather than skill-based pay system, hierarchical work manners 
are important factors that causes the low-skill equilibrium as in the firm-level analysis.
Policy efforts to change the corporate culture and institutions related to firms will help 
the Korean labor market escape from low-skill equilibrium and move towards high-skill 
equilibrium. It should be emphasized that skills supply and demand are not dichotomous. 
There are numerous studies supporting the view that supply and demand work 
interactively, besides the classical technological determinism which focuses on demand side 
only and the perspective of strict human capital theory which emphasizes supply side only. 
Even though this study argues that low skill demand is driven by low skill supply, it does 
not deny the fact that there are various factors related to skill supply which affect the skill 
demand. This is because, it is a firm that determines the skills demand and while it will 
choose relatively cheap factors of production, skill supply and its relative prices are 
determined by skill formation system which reflects socio-economic and cultural factors 
surrounding the firms. An increase in skill supply or lower risk of quitting job will 
decrease the relative price of skill, which in turn, could increase the skill demand. Instead, 
labor-management relationship could work as an informal institution to force skill 
utilization among the employees. To sum up, In order to improve the labor market 
outcome in Korea, both supply-side focused policies and demand-side focused policies 
should be considered.
